1. The purchases provided a steady source of liquidity to initially distressed markets. 2. Purchases and communications (i.e., forward guidance) signaled to financial markets that the FOMC would keep short rates low for longer than previously expected. 3. Asset purchases removed duration risk and particular bond maturities from the market, reducing yields of related bonds. These effects are called portfolio balance and local supply effects, respectively.
Since peaking in 2014, the Fed's asset holdings have been declining by about $130 billion per year, and this decline has accelerated since February 2018. Some analysts blame last year's bearish stock and bond markets on this post2017 drop. They reason that if the original quanti tative easing programs reduced yields and boosted the economy, then the reversal of such programs will surely do the opposite.
It is true that removing unusual monetary accommo dation will likely result in less real activity and lower prices In summary, most of the yield reductions from Fed unconventional policies are probably already undone; some will not be reversed (i.e., yield changes from the reintro duction of liquidity in bond markets); and the remaining effects will probably disappear gradually, over the course of many years. As a result, quantitative tightening will probably not affect the economy in any noticeable way. n Federal Reserve Bank of St. Louis | research.stlouisfed.org 2 ECONOMIC Synopses than otherwise, but the ongoing shrinkage of the Fed's balance sheet was not responsible for bearish asset markets in 2018, nor is it likely to significantly retard activity going forward. There are several reasons for this view.
Notes
First, beneficial liquidity effects on yields will not be reversed, as they resulted from the repair of temporarily illiquid markets.
Second, much of the original benefit of unusual mone tary accommodation has been gone for some time. The end of Fed bond accumulation in 2014 and the federal funds target increases that began in 2015 surely ended any remain ing signaling about unusually accommodative short rates.
Third, the U.S. Treasury has already partially reversed Fed longbond purchases by extending the duration of the Treasury's offerings. In other words, while the Fed bought more long bonds to drive down yields, the Treasury issued more long bonds at those lower yields, partially reversing the Fed's efforts (Greenwood et al., 2014) .
Finally, the gradual reduction of portfolio balance and local supply effects will produce small and gradual yield changes of a few basis points per year for many years. 3 The figure shows that rough linear approximations indi cate that the pace of the recent decline in the Fed's asset holdings-if such declines continue-would take at least five years to return to the precrisis trend. 4 Such gradual effects contrast with the large, discrete asset price changes that immediately followed the original asset purchase announcements and reflected almost the whole expected nearterm change in fundamentals.
